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Wilkinson: Profit Performance Concepts and the Product Manager

The role of the product manager, once concerned only
with building sales,
now evolved into gauging
every aspect of the product’s profitability. What are
some of the factors he must consider?

PROFIT PERFORMANCE CONCEPTS

AND THE PRODUCT MANAGER
by James D. Wilkinson

Peat, Marwick, Mitchell & Co.

marketplace profits are
not the automatic result of nor
mal business activity, nor do they
necessarily rise with increasing
sales volume. Growth in sales may
increase the probability of realizing
a profit, but it does not guarantee
this outcome. Sound planning and
control are necessary to assure the
maximization of profit.
Profit control is the process of
planning a profit goal, projecting
profit variables based on possible
levels of sales volume, and then
recording performance results for
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comparison with stated objectives.
Deviations from the objectives
must be recognized, understood,
and explained. Control is an im
plicit function of management.
In many companies the product
manager is now held responsible
for the coordination of every phase
of his product’s progress, from its
concept to its ultimate sale, includ
ing the realization of a profit. For
most practical purposes he may be
considered the head of a complete
business function within the cor
porate structure.

Since top managements are profit
oriented, it is not surprising that
they tend to hold product managers
responsible for realizing the profit
potential within their areas of au
thority. This is a change from the
earlier practice of holding the prod
uct manager responsible only for
increasing current sales.

Producing a profit
Corporate managers and product
managers are jointly responsible for
maximizing profit improvement op1
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he begins to think in terms of a
portunities. Several courses of ac
tion can be followed successfully
proposal meeting with top man
at the same time.
agement. He will probably take
The product or product line
certain steps that have become
should be examined thoroughly.
common in these circumstances.
Design, materials, production meth
A product proposal plan must be
ods, specifications, appearance,
drafted. If management is to evalu
packaging, pricing, and perform
ate the proposal properly in terms
ance should be re-evaluated on the
of total requirements and end re
basis of their contribution to cor
sults, this plan should indicate all
porate and product objectives.
the major steps that will be neces

The market and competitive mar
sary to realize the stated objectives.
keting practices for each major
It should be based on a complete
product should be analyzed in de
financial and operational plan for
tail. Market trends, consumer re
all aspects of the product, including
quirements, and current marketing
budget programs for expense con
problems should be studied. The
trol; forecasts of market and sales;
marketing policies and strategies of
manufacturing, marketing, and fi
major competitors should be re
nancial programs and requirements;
viewed and compared with cus
and a review of all the factors
tomers’ requirements and the com
affecting return on investment.
pany’s own marketing activities.
Ideally, such a plan should cover
The company also may increase
three separate time periods: preopportunity for making profits
production requirements, short
by diversifying its marketing effort
term (less than two years) targets,
to take advantage of new oppor
and long-range or life-cycle objec
tunities in growing markets. These
tives.
markets may require new products
The plan should be detailed. It
similar in nature to present prod
should consider and explore meth
ucts. Or they may involve entirely
ods and programs by which all
new products in no way related to
company functions are to partici
present products. Diversification
pate in realizing the financial goals.
may seek to counteract cyclical
Individual attention should be
production and sales patterns or to
given to such major considerations
balance the company’s marketing
anticipated life cycle; sales esti
effort and reduce dependence on a
mates by period; manufacturing
single customer or group of cus
costs and capacities; service ex
tomers in business or government.
penses; administrative, selling, and
The product manager must be
engineering expenses; capital re
alert to every new marketing op
quirements; and the cost of capital.
portunity. He must be able to pre
The estimated life cycle of each
sent management with a detailed
product should be discussed with
analysis of the new situation, a
as much candor as possible. The
plan for taking advantage of the
factors that may influence the pro
opportunity, and a recommended
jected life cycle should be evalu
course
action to carry out the
ated and put in perspective.
plan. In addition, he should be able
JAMES D. WILKINSON is
to provide an estimate of the cap
management consultant
ital required to make the plan
at Peat, Marwick, Mit
functional. Management needs to
The product manager is now held
chell & Company in Los
responsible for the coordination of
Angeles. He received his
know the estimated payback period,
A.A. degree from Cali
every phase of his product, from its
the rate of return on investment,
fornia State College, his
concept to its ultimate sale.
and the estimated life cycle of the
B.S. degree from the Uni
versity of California, and
proposed investment.

Planning and implementation
When the product manager un
covers demand for a new product,
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Growth in sales may increase the possibility
of
a profit, but it doesn't ensure

Management is also interested in
an evaluation of the risks involved
in marketing the product. This as
sessment should be objective and
impartial.
Prices should be developed to
cover a broad range of marketing
situations. These prices should be
projected to indicate anticipated
profits under changing circum
stances of cost, competition, and
demand. Price levels and discount
schedules should be developed in
relation to the product’s life cycle
and corporate pricing policies.

Measures of performance
Because of the intense competi
tion for funds within corporate
structures, management will con
centrate its attention on the end
result of each profit-making oppor
tunity. Various criteria have been
used for this evaluation, including
qualitative judgment, sales trends,
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share of market percentages, and
return ratios on funds invested.
In appraising performances, it is
important that results be judged
against a profit objective rather
than against some less relevant
standard such as historical sales
performance.
The product manager should
regularly evaluate the performance
each product assigned to him
against specific profit objectives.
When variances occur, these must
be explained so that top manage
ment may judge their significance.
It is important to know how and
why the variances occurred. Too
often plans and objectives are de
veloped and then not used in re
lating actual results to the planned
objectives. A report
results that
does not make such a comparison
is almost worthless as a control
device.
Performance should be measured
in terms of individual areas of re-

sponsibility. Unless the accounting
system shows results against objec
tives for each manager, top manage
ment will be unable to apply cor
rective action or dispense rewards.

Measuring profit
While it may appear that profit
is the simple result of an income
less-expense relationship, this is
rarely the case. Because qualitative
factors of judgment and objectives
are often important in measuring
profit, the same accounting conven
tions may not be appropriate in dif
ferent instances. Within the frame
work
accounting by product line,
there are many allocation decisions
which can influence the profit re
ported.
Profit can be defined in several
ways. The excess of income after
deduction of expenses constitutes
profit before taxes. Net profit, as
used here, equals profit after taxes.

A product proposal plan should, ideally, encompass every phase of the
project: requirements, results expected, effect on the company as a whole.

3
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The product manager should regularly evaluate each
product's performance against specific profit goal.

companies use profit before
taxes as a guide to managerial
ability on the premise that taxes
are a financial consideration and
sales
not within the scope of operational
decision making. This does not
seem to be a proper use of tax re
sponsibility.
The economist views profit as a
surplus in excess of all costs. He
measures it by the increase in the
value of an enterprise from period
to period, after allowing for divi
dend distributions and capital re
ceipts. This gain is the result not
only
operations but also
changes
asset values.
The accountant measures profit
as the difference between revenue
and the costs used to produce the
revenue. Various allocation deci
sions are necessary to arrive at a
figure for any interval of time.
Management generally deter
mines profit in accordance with the
accounting definition, which is ori
ented toward the income statement
rather than the balance sheet.

Pont Company, “A manufacturing
enterprise can best measure and
judge the effectiveness of its efforts
terms of return on investment.”
Return on assets (R.O.A.) is or
dinarily employed as a gauge of
top management performance be
cause this total is readily available
the accounting system as the in
vestment base. Some companies use
operating assets to match operating
earnings. They also may exclude
assets not expected to earn a return,
such as
cash.
Return on investment (R.O.I.) is
often used to measure performance
by division and product managers
since it permits comparison with
the investment or net assets em
ployed in producing a product or
operating a division.
Return on investment is calcu
lated by dividing earnings for the
period by the investment base.
There is substantial disagreement
on what profit or investment base to
use. The National Association of
Accountants points out the impor
tance of having the definition of
earnings agree with the definition
Return on investment
of investment. In other words, oper
Profit alone is not an adequate
ating assets should be matched
measure of performance; it should
with operating earnings. When re
be gauged against the level
in
turn on assets is used, only income
vestment. The rate of return may
from the assets comprising the in
be more important than the dollars
vestment base should be included.
themselves. Many managers sub
When return on equity is employed,
scribe to the philosophy1 of the Du
only income applicable to the
equity interest should be counted.
For the purposes of product profit
1 C. A. Kline, Jr., and Howard C. Hessler,
The DuPont Chart System for Apprais
planning, the rate of return on in
ing Operating Performance,” from Read
vestment represents the end result
ings in Cost Accounting, Budgeting and
of the company’s activities. This
Control,
E. Thomas (Ed.),
rate may be broken down into two
Southwestern Publishing Company, Cin
basic
components:
cinnati, 1960, p. 799.
https://egrove.olemiss.edu/mgmtservices/vol5/iss4/3
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Earnings as a percentage of
Turnover of investment.
Earnings as a percentage of sales
is calculated by dividing earnings
by sales. This percentage reflects
a manager’s success in maintaining
satisfactory control
costs in rela
tion to selling prices.
Capital turnover is calculated by
dividing sales by total investment.
Turnover reflects the rate at which
capital is being used.
The product of these two pro
duces the rate of return on invest
ment:
(Earnings ÷ Sales) X
Sales 4 Total Investment)

This is the DuPont version of the
return on investment formula. It is
obvious that the formula could be
more simply stated; the two sales
factors could be canceled out, and
the formula would read R. O. I. =
Earnings 4 Total Investment. Du
Pont prefers the longer version of
the formula because it dramatizes
the effect of both sales and turn
over on the return.
According to DuPont,2 “The for
mula is set up in this manner so
that the separate effects of earnings
as a percentage of sales and turn
over upon return on investment can
be determined. Earnings shown as
a percentage of sales reflects suc
cess in maintaining control of
Turnover reflects the rapidity with
which the capital committed to the
operation is being worked.”
Thus, the manager who is re
sponsible for an operating invest
2 Ibid.
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Taking this illustration a step
ment can improve his return by re
manager in this hypothetical com
further, assume that a second prod
ducing costs or working existing
pany also has two products.
uct is used for comparison.
investment harder. Both are factors
Product C requires an invest
within his control.
Product B requires a total invest
ment of $600,000. Annual sales are
ment of $350,000. Earnings for
The life cycle of a product gen
$3,000,000, and net earnings are
the year are $45,000 on sales of
erally begins with the first unit of
$90,000. The return on investment
scheduled production and ends
$5,000,000.
is 15 per cent. Earnings are 3 per
with the last sale of a production
Application of the formula in
cent of sales, and capital turnover
unit. Experimental models, proto
volved shows:
is five times.
types, and field test units are not
Product D involves an investment
generally counted as part of the
Earnings as a percentage of
of $200,000. Sales are $1,000,000,
product life cycle.
and earnings are $40,000. Return
sales are equal to
To illustrate the concept of re
$45,000 ÷ $5,000,000 = 0.9 per cent
on investment equals 20 per cent.
turn on investment as a product
Earnings are now 4 per cent of
performance measurement device,
Capital turnover is equal to
sales, and the capital turnover re
assume that management has in
$5,000,000÷$350,000 = 14.3 times
mains
times.
vested $400,000 in a given product.
Top management, using return
Therefore, return on investment
Call it Product “A.” At the end of
on investment as a criterion for
the sales year, sales volume
= 0.9 X 14.3 or 12.87 per cent.
measuring performance, must con
amounts to $2,000,000, and earn
cede that Product D is making the
Thus, Product A has a higher
ings are $60,000. Thus earnings are
greatest rate of return for the funds
return on investment than Product
equal
$60,000 4- $2,÷$2,000,000 or
invested. On a comparative basis,
B. The product manager must ana
3.0 per cent of sales. Capital turn
management should be concerned
lyze costs in, order to improve the
over is equal to $2,000,000 4with improving the earnings ratios
$400,000 or 5 times.
return for a product which appears
for all four products. They will
to have good potential.
Return on investment is 15 per
probably look into the relatively
Assume that another product
poor cost record of Product B. Or
cent.

EXHIBIT I

Factors in Return on
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Our goal is to minimize total cost

perhaps the price of it is too low.
Management should also be care
ful about investing expansion funds
in Products A, B, and C at this
time. From these examples, it is

easy to judge the reaction of man
agement to a request for an addi
tional $100,000 for product growth.
Management would probably take
a cautious approach until more in
formation is available.

DuPont has carried its return on
investment analysis a few steps
farther. The chart3 in Exhibit 1 on
page 21 is a graphic illustration of
the DuPont derivation of return on
investment.
Earnings are shown as the re
mainder of sales minus cost of sales.
Cost of sales is the sum of produc
tion costs, selling expenses, and
administrative expenses.
Total investment is separated
into working capital and permanent
investment. Working capital is then
shown as the total of inventories,
accounts receivable, and cash.
A breakdown such as this can be
used with the product examples
shown earlier to identify and isolate
figures and ratios that are felt to be
out of line.
However, a single formula can
not contain all the elements essen
tial to rating the performance of a
product or product manager. Nor
can it keep these elements in proper
perspective at all times.
The illustrations cited earlier
have not considered changes over
a product’s life cycle; high initial
investment cost may be combined
with low sales volume during the
first year. Nor have we shown that
total investment may decline as
sales rise. The cost factor for man
agement time may be dispropor
tionately higher for a new product
than an older one.
Even when a sincere effort is
made to provide a rating that is

truly indicative of individual per
formance, other considerations must
be faced.
Does this performance contribute
to the total corporate effort?
Has the value of interdepartmen
tal and corporate management con
tributions been properly assessed?
Have special concessions or al
lowances been made?
Has a reasonable level of parity
been maintained with other prod
ucts?
Has sufficient time passed to al
low the product to perform in a
“normal” environment?

In all three methods, it is essen
tial to estimate the life cycle
the
product.
The payback method is generally
calculated by dividing the total in
vestment by the sum of the net in
come estimated per year after
taxes and less depreciation:

Payback Period = Original
Investment 4- Annual Cash Inflow
For example, earlier illustrations
would provide this type of payback
comparison:
Product A
Payback Period =
$400,000 4- $60,000
= 6.7 years

Payback as a measure
Payback is the most popular
method used to determine the rate
of return for alternative projects.
The other methods of major im
portance are the discounted cash
flow method and average return on
investment. A majority of com
panies replying to a recent National
Association of Accountants survey
indicated they use more than one
method in combination.
All these techniques, like the re
turn on investment measure previ
ously discussed, are well known to
accountants. They are less familiar,
however, in the context of the prod
uct manager’s job.

Product B
Payback Period =
$350,000 4- $45,000
= 7.8 years
Product
Payback Period =
$600,000 4- $90,000
= 6.7 years
Product D
Payback Period =
$200,000 4- $40,000
= 5.0 years

Thus, the payback period is the
length of time required for cash

EXHIBIT 2
Projected Cash Flows

Effective
Interest @ 20%

Capital
recovered

Anticipated
product life

Capital
unrecovered

Return on
investment

(in years)
1
2
3
4
5
6

$200,000
180,000
156,000
127,200
92,640
51,168

$ 60,000
60,000
60,000
60,000
60,000
60,000

$
36,000
31,200
25,440
18,528
10,234

$ 20,000
24,000
28,800
34,560
41,472
49,766

1,402

$360,000

$161,402

$198,598

7
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EXHIBIT 3
Adjusted Projected Cash Flows

Anticipated
product life

Capital
unrecovered

Return on
investment

(in years)
1
2
3
4
5
6

$200,000
179,800
155,580
126,540
91,721
49,973

$ 60,000
60,000
60,000
60,000
60,000
60,000

$ 39,800
35,780
30,960
25,181
18,252
9,945

$ 20,200
24,220
29,040
34,819
41,748
50,055

$360,000

$159,918

$200,082

produced by an investment to re
pay the original cash outlay. The
payback formula does not provide
for formal consideration of alterna
tive uses for these funds. However,
interest charges for the money in
vested should be included as part
of the investment cost. Companies
generally feel that the payback
period should be reasonably short
in order for the venture to be profit
able. Sometimes the competition for
funds within a corporation is suffici
ently great that only projects with
very short payback periods receive
consideration. In many cases the
major factors of comparison are
size of total investment, length of
payback period, and estimated eco
nomic life cycle of the investment.
Because of uncertainties involved,
payback is little more than a gen
eral guideline. It is not a measure
of profitability, merely of antici
pated performance.

Discounted cash flow method
Discounted cash flow is the sec
ond most popular method of invest
ment evaluation. It attempts to
show the rate of return on the un
recovered capital of each account
ing period rather than on the initial
investment. When applied to a
capital investment, each of the
periodic cash flows represents a
partial recovery of the investment
and also yields a return.
Published by eGrove, 1968
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Capital
Effective
Interest @ 19.9% recovered

As stated by the N.A.A., “The
rate of return may be defined as the
maximum rate of interest that could
be paid for the capital employed
over the life of the investment
without loss on the project.” The
procedure involved in these calcu
lations is the same as that used in
estimating annuity income. This
method takes into account the fact
that money received earlier has a
greater value than money received
at a later date. The return on in
vestment in this method is that rate
which equates the sum of the
present values of a series of future
cash flows to the value of the origi
nal investment.
The formula involved is:
Ao = Ra

“Ao” equals the total investment.
“R” equals annual earnings.
a
n i” equals the present value of
an annuity due of $1 per period.
“n” equals the number of years
of anticipated product ife.

“i” equals the effective rate of
interest for the period.

For purposes of illustration, a
table is used to show application of
the formula to a product with the
following characteristics:

The total investment required
equals $200,000.
Return on investment or net
annual cash inflow amounts to
$60,000.
The effective interest rate or
cost of the investment capital is
20 per cent per year.
The life cycle of the product is
estimated at six years.
As shown in Exhibit 2 on page
22, a part of capital investment is
still unrecovered at the end of the
sixth year of the product’s life
cycle. If the product has become
obsolete, as forecast, $1,402 of the
original investment has not been
recovered. In other words, the
product cannot afford an effective
interest rate of 20 per cent under
the conditions projected.
Under a trial and error system of
projection often used with the dis
counted cash flow method, the
table can be adjusted as shown in
Exhibit 3 above.
The table now shows that the
company can afford an effective
interest rate of 19.9 per cent per
year and recover its total invest
ment within the life cycle of the
product.
At this point, it can be seen how
changing the elements of the table
will influence recovery of the in
vestment.
If the product life cycle is ex
tended, the company can afford
more interest on its capital. Or,
7
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conversely,
the product
pro
isVol.
returned
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No. 4,quickly
Art. 3 than esti
vide additional profit if it continues
mated, the product is entitled to
to have a useful life beyond the
record a profit sooner. If the prod
cycle projected.
uct does not live up to the product
On the other hand, a constant
manager’s expectations, the product
return on investment has been pro
must pay a higher rate of effective
jected. Under normal marketing
interest. This is truly a pay as you
conditions the company should ex
go” system.
pect a lower return during the first
If the discounted cash flow
year of distribution when expenses
method is used to illustrate how
are greatest and a higher return
Product D of previous examples
during the second, third, and fourth
might have fared at two selected
years of the life cycle. Under these
effective interest rates, the table
conditions, unrecovered capital and
would show the results illustrated
interest paid would be much lower
in Exhibit 4 below.
during the fifth and sixth years.
Then, too, there is the possibility
Average rate of return method
that the product cycle was over
The average rate of return
estimated and that it may not en
method has been given many
dure through a fifth year. Competi
names. Sometimes called “the finan
tion may make the product obsolete
cial statement method” or “un
in a shorter period of time. The
adjusted return on investment,” it
point to be made is this: The prod
also is frequently referred to
the
uct must pay for the capital in
“
accounting
method.
”
vested in it. However, if this capital

Under normal circumstances,

total investment for a
product may not involve
depreciation in the same

sense that it does with
EXHIBIT 4

equipment.

Cash Flows At Two Interest Rates



Anticipated
product life

Capital
unrecovered

Annual
cash inflow

Effective
Interest @10%

Capital
recovered

(in years)
1
2
3
4
5
6
7
8

$200,000
180,000
158,000
133,800
107,180
77,898
45,688
10,257

$ 40,000
40,000
40,000
40,000
40,000
40,000
40,000
40,000

$ 20,000
18,000
15,800
13,380
10,718
7,790
4,569
1,026

$ 20,000
22,000
24,200
26,620
29,282
32,210
35,431
38,974

$320,000

$ 91,283

$228,717

@ 6.0%

1
2
3
4
5
6
7

https://egrove.olemiss.edu/mgmtservices/vol5/iss4/3
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$200,000
172,000
142,320
110,859
77,511
42,162
4,692

$ 40,000
40,000
40,000
40,000
40,000
40,000
40,000

$ 12,000
10,320
8,539
6,652
4,651
2,530
282

$ 28,000
29,680
31,461
33,348
35,349
37,470
39,718

$280,000

$ 44,974

$235,026

Management
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The formula states:
and inexact
for many

Rate of Return = (Annual Gross
Earnings — Annual Depreciation)
4- Investment
R = (E-D) ÷I

This method of reckoning return
on investment has not been
 used to
a great extent by corporate finance
staffs for estimating project returns.
It has been used for estimating the
rate of return on equipment pur
chases.
As an illustration, assume that a
piece of equipment costs $5,200,
has a five-year life, and will provide
estimated savings of $2,000 per
year before depreciation. In calcu
lating return on investment, figures
replace the formula in this manner:

R = ($2,000-$1,040) ÷ $5,200
= $960 ÷ $5,200 = 18.46 per cent
Under normal circumstances
total investment for a product may
not involve depreciation in the
same sense that it does with equip
ment. Equipment may have a
trade-in value at the expiration of
its depreciated life. However, spe
cial equipment purchased solely
for production of a new product
may also have a trade-in value. This
may be true of other goods and
services used in producing or mar
keting the product such as promo
tional materials, art work, displays,
office machines, general purpose
equipment, and so on.
In this event, the annual gross
earnings of the product are reduced
by the average annual description
allowance.
As an illustration, the formula
can be applied in this manner:

R = ($60,000 - $5,000) ÷ $200,000
= 27.50 per cent

In this example the total invest
ment is $200,000, the annual gross
earnings of the project are $60,000,
and the cash value of the assets to
be depreciated amounts to $30,000.
The life of the project is estimated
at 6 years.
The value judgments involved in
application of this formula to re
turn on investment of a product
program make it both unwieldy
Published by eGrove, 1968
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Objectives, goals, and policies
The product manager may rea
sonably say at this point, “So what?
What does it all mean to me?
What do I get out of all these
fancy formulas besides a head
ache?”
An essential ingredient of man
agement is the ability to make a
profit. Increased profit is not the
natural result of increased sales.
Therefore, if a product manager is,
in fact, the delegated executive
with complete responsibility for
success of a particular product, he
is also the primary source of profit
making potential.
As the manager of record, he is
charged with obtaining an ade
quate return on the funds invested.
His product is competing with
other products for investment and
expansion funds. He is in competi
tion with other product and divi
sion managers for increased respon
sibility. The gauge of performance
most likely to be used in any ob
jective evaluation is return on in
vestment. This spells out the es
sence of most product managers’
objectives.
Particular goals must be estab
lished according to a formalized
plan by the product manager. They
must be realistic
well as oppor
tunistic and aggressive. They must
be communicated to those respon
sible for any part of the program.
This includes people in production,
sales, engineering, finance, and
so on.
As the manager of a small busi
ness operating under the corporate
umbrella, the product manager
must exercise judgment in estab
lishing objectives and goals that
maximize the company’s oppor
tunity to grow and improve its cor
porate image. In this way, he will
increase the prestige of his own
activity and share in the benefits of
company success. This should in
clude greater responsibility, better
position, and increased income.
This, then, is what he gets for his
effort.

If a product manager is,

in fact, the delegated
executive with complete

responsibility for success
of a particular product,
he is also the primary source

of profit-making potential.
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